The follow ng is the Franchise Tax Board' s anal ysis of AB 530 (Higher
Educati on Committee) as anmended Septenber 4, 1997.

SUBJECT

Excl usi on/ Gol den State Schol arshare Trust |ncone

SUMVARY

Under the Education Code, this bill would establish a prepaid tuition plan
known as the Gol den State Schol arshare Trust (Schol arshare), which would be
adm ni stered by the Student Aid Conmm ssion (conm ssion).

Under the Revenue and Taxation Code, this bill would provide an excl usion
fromgross incone for any interest accruing on a Schol arshare account during
the taxabl e year.

Thi s anal ysis addresses the provisions of the bill that pertain to the
income tax matters.

EFFECTI VE DATE

This bill would apply to taxable years beginning on or after January 1,
1998.

LEG SLATI VE HI STORY

AB 13, SB 101 (1997); AB 2629, AB 3219, SB 1380 (1996).
BACKGROUND

Several states have adopted tuition prepaynment prograns that allow
purchasers to pay in advance for educational costs of a designated
beneficiary at a participating institution, usually an in-state public

coll ege. The prograns pool all paynents into one large fund and invest it
with the goal of achieving a rate of return higher than the anticipated rate
of tuition increases at participating colleges. When the beneficiary
enrolls at a participating college, the program pays to the school the
anmopunt it charges at that tinme for tuition and fees and any other prepaid
expenses, such as housing costs. |In sone states, purchasers sign contracts
to pay for a certain type and amobunt of benefits, such as two years at a
community college, two years at a community college plus two years at a
state university, or four years at a state university. Oher states allow
purchasers to buy smaller units of benefits, such as college credit hours.
The progranms charge roughly current prices for tuition and fees and ot her
prepai d benefits—+n sone cases, a premium may be charged; in others, a

di scount may be offered. Purchasers typically can choose between either one
| unp- sum paynent or a |ong-term paynent plan. Various refund provisions
apply if the beneficiary cannot use the benefits due to death or disability,
chooses not to go to college, or decides to attend a nonpartici pating

coll ege. Under certain circunstances, a specified rate of interest may be
paid on the refunded anpunt.

SPECI FI C FI NDI NGS5

Exi sting federal law (P.L. 104-188, Stats. 1996, and anended by P.L. 105-34,
Stats. 1997) provides that a state tuition programis qualified and exenpt
fromfederal taxation if it neets the following criteria:
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1. Established and mai ntained by a state agency or instrunmentality;

2. Purchases or contributions may be nade only in cash

3. More than a de minims penalty is inposed on any refund of earnings from
t he account that are not:

used for qualified higher education expenses of the designated
benefici ary;

made on account of the death or disability of the designated
beneficiary; or

made on account of a schol arship received by the designated
beneficiary to the extent the refund does not exceed the anmount of the
schol arshi p used for qualified higher education expenses;

4. Provides separate accounting for each designated beneficiary;

5. Provides that contributors and beneficiaries may not, directly or
indirectly, direct the investnment of any contribution to the program or
ear ni ngs t hereon

6. Does not allow interest in the programto be used as security for a | oan;

7. Prohibits contributions in excess of that necessary to provide for the
qualified higher educati on expenses of the beneficiary, which are defined
as tuition, fees, books, supplies, and equi pnent and reasonable costs for
room and board; and

8. Provides for programreporting to the Internal Revenue Service (IRS) of
di stributions and educational benefits received.

This federal |aw provides that the gross inconme of the contributor or

desi gnat ed beneficiary does not include contributions to or earnings (at the
tinme they are earned) under the program However, distributions fromthe
program in excess of anounts contributed (such as interest earnings) would
be included in the gross incone of the designated beneficiary at the tine
the distributions are made. The furnishing of education to a designated
beneficiary is considered a distribution.

Recently enacted federal |awprovides two other types of education-rel ated
tax incentives. The Hope credit programallows qualified taxpayers a
nonr ef undabl e credit of 100% for the first $1,000 of qualified tuition and
rel ated expenses and a 50% credit for the next $1,000 of qualifying
expenses, for a total credit of $1,500 each year per student. Beginning in
2001, the credit is indexed for inflation. The tax credit is phased out for
single taxpayers with a nodified adjusted gross incone of between $40, 000
and $50, 000 and for joint filers with adjusted gross income of between

$80, 000 and $100, 000

The Lifetinme Learning credit program all ows taxpayers a nonrefundable 20%
credit for up to $5,000 per taxpayer in qualified tuition and rel ated
expenses for graduate and undergraduate courses at an eligible education
institution. The phase-out provisions for this credit are the sane as those
for the Hope credit.

Recently enacted federal |awal so provides that taxpayers may contribute up
to $500 per beneficiary (until the beneficiary reaches the age of 18) to an
education individual retirement account (IRA), a tax-favored trust, or
custodi al account created to pay the costs of a beneficiary’s higher
education. Contributions are not deductible, but withdrawals to pay the
cost of a beneficiary s postsecondary school tuition and room and board are
exenpt fromtax. The tax credit is phased out for single taxpayers with a
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nodi fi ed adj usted gross incone of between $95,000 and $110, 000 and for joint
filers with adjusted gross inconme of between $150, 000 and $160, 000.

For regular I RAs, existing federal |awprovides that the 10% early

wi t hdrawal tax does not apply to distributions used to pay the qualified
hi gher educati on expenses (including those related to graduate-I|evel
courses). This program does not provide a phase-out limtation.

In each year, taxpayers may elect with respect to an eligible student to
take either the Hope credit, the Lifetine Learning credit, or tax-exenpt
di stributions froman education IRA. This election |limtation does not
apply to qualified distributions froma prepaid tuition program

Exi sting federal and state | aws provide that gross inconme includes al

i ncome from what ever source derived, including conpensation, business

i nconme, gains fromproperty, dividends, rents, interest, and royalties.

In the case of interest, all interest received or credited to a taxpayer’s
account (accrued) is included in gross inconme unless it is specifically
exenpt .

Exi sting federal and state | aws all ow a deduction for penalties forfeited to
a bank, nutual savings bank, savings and | oan association, building and | oan
associ ati on, cooperative bank, or honestead associati on because of early

wi t hdrawal of funds froma tinme savings account, certificate of deposit, or
simlar classes of deposit.

Currently, state | aw does not contain provisions for a college tuition
prepayment program

Under the Education Code, this bill would establish the Golden State
Schol ar share Trust. Under this bill, the California Student Aid Comm ssion
may enter into participation agreenments with participants for the advance
paynment of qualified higher education expenses for a beneficiary to attend
an institution of higher education. The participation agreenent would
provide the terns and conditions for paynments made to the trust and the

m nimum rate of interest borne by the investnent in the trust. The bil
woul d provide an overall maxi mnuminvestnent |evel for a designated
beneficiary of the anmpbunt equivalent to the maxi num estimated qualified

hi gher educati on expenses, as defined, that can be incurred by a beneficiary
to obtain a baccal aureate degree at an institution of higher education in
California for four years. The bill would provide a nore than de m ninus
penalty if a participation agreenent is canceled for reasons other than
death or disability of the beneficiary or in the event the beneficiary
recei ves a schol arship.

Pursuant to the participation agreenent, the comm ssion would invest the
pool ed trust noneys and any earnings therefrominuring to the state would be
used to make paynents to institutions of higher education on behal f of
beneficiaries and to pay for adm nistration costs.

This bill would require the trust to provide an annual listing to the
departnent of all Schol arshare distributions.

Under the Revenue and Taxation Code, this bill would provide an excl usion
fromgross incone that would approxinmate the federal |aw by: (1) exenpting
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fromtaxation to the partici pant or beneficiary earnings fromthe trust at
the time they are earned; (2) providing that distributions fromthe program
in excess of ampunts contributed (such as interest earnings) would be

i ncluded in the gross incone of the designated beneficiary at the tinme the
di stributions are made; and (3) providing that the furnishing of education
to a designated beneficiary is considered a distribution.

This bill would require the Student A d Comm ssion to adopt regulations to
i npl emrent the bill that are consistent with the requirenments for exclusion
or deferral fromfederal taxation

This bill would specify that taxpayers who withdraw their funds early from a
Schol arshare account (cancel their participation agreenent) under this bil
and incur a penalty would not be allowed the deduction for early w thdrawal
of savi ngs.

Pol i cy Consi derations

The Schol arshare program that woul d be established by this bill would
conformto the federal tuition programtax exenption, thereby
elimnating a federal/state difference for the tax inpact of this
program and encouragi ng taxpayers to save for their children’ s higher
educati on.

| npl ement ati on Consi derati ons

I mpl ementing this bill would occur during the departnent’s nornal
annual system update.

Fi scal | npact

Departnental Costs

This bill would not significantly inmpact the departnment’s costs.

Tax Revenue Esti nate

Based on data and assunptions di scussed below, this bill would result
i n annual revenue | osses |argely under the PITL estimated to be as
shown in the table bel ow

Esti mat ed Revenue | npact of AB 530
As Amended 9/ 4/97
[$ In MIlions]

1997-98 1998-99 1999- 00 2000-01
m nor | oss ($1) ($3) ($5)
M nor | oss represents a | oss of |ess than $500,000. The bill would be

effective with taxabl e/income years after Decenber 31, 1997

Thi s anal ysis does not consider the possible changes in enploynent,
personal incone, or gross state product that could result fromthis
nmeasure.



AB 530 (Hi gher Education Commttee)
Amended Septenber 4, 1997
Page 5

Tax Revenue Di scussion

The revenue inpact of this bill would be determ ned by (1) the anpunt
of investnment inconme earned on funds contributed by participants and
(2) the marginal tax rates of participants for the deferral of
reported i nvestment earnings.

The estimte was devel oped in the foll ow ng steps:

1. Assuned that contributions by participants woul d ot herwi se have been
pl aced in taxable investnment vehicles yielding 8%

2. Projected a nunber of participants who would enter the program each
year;

3. Estimated the ampbunt of contributions by participants; and
4. Applied an assumed average nmarginal tax rate of 6% for contributors.
Proj ect ed Nunber of Participant Agreenents

The nunmber of new annual participation agreenments was projected by
using a conbination of tax return data and popul ati on projections by
age for California, and by assum ng an average annual participation
rate of 1% and the effect of newly enacted federal education tax

i ncentives. Roughly 4.9 mllion dependents are clainmed on taxable
California returns with adjusted gross incones of $20,000 or nore.
Based on popul ation projections by age for California, approximtely
90% of cl ai ned dependents are age 17 or younger. Based on
participation rates for states with prepaid tuition progranms, an
average annual participation rate of 1% was assuned for California.
Newl y enacted federal |aw has provi ded new educati on tax incentives.
It was assunmed that these federal incentives, in general, wll

i ncrease taxpayers’ awareness of the education-savi ngs prograns.

Thus, greater participation in the state program proposed in this bill
is expected. Miltiplying 4.9 mllion dependents by 90% and by 1% and
factoring in the inpact of federal tax incentives derives roughly

45, 000 new partici pant agreenents each year.

I ncome distributions of program participants in other states with
prepaid tuition prograns suggest that very few participants have
annual famly incomes of |ess than $20,000. Ages 17 or younger seem
the nost |ikely group for whom contracts woul d be purchased.

Level of Funding by Participants

For states with prepaid tuition credit prograns, roughly 60% of
partici pants purchase one year or less of tuition credits; about 30%
purchase one to two years; and about 10% purchase two to four years.

Data coll ected by the Departnent of Finance indicate that, of the 1995
full-time enrollments in colleges and universities, approxi mately 39%
attended public community coll eges, 24% attended state universities,
17% attended a University of California, and 20% attended i ndependent
col l eges or universities.
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Conmbining this informati on all ows devel opnent of a proxy for
estimating a level of contributions by participants. It is assuned
that participants would enter into agreenents that would require
sufficient ambunts to pay hi gher education costs at either a state
university, a University of California, or an independent college or
university in ampbunts approximting the I evels reported by states with
prepaid tuition credit prograns. (As calculated, 39% of participants
woul d purchase tuition credits at a state university, 28% at a
University of California, and 33% at an independent coll ege or
university [.24+.17+.20=.61; .24/.61=.39; .17/.61=.28; .20/.61=.33].

Based on information provided by the comm ssion, nmaxi mum annual
qualified higher educati on expenses were approximted for 1998 as

foll ows:
Hi gher Educati on 1998
Institution Maxi mum | nvest ment Level
State University $ 8, 450
uc $10, 650
| ndependent $22, 150

The estimate reflects both | unmp-sum and install ment agreenents and,
for calculating otherw se taxable earnings on the anount of funding,
reflects a m d-year paynent date.

POSI TI ON
Support.
NOTE: The Franchi se Tax Board voted at its February 11, 1997, neeting to

support Assenbly Bill 13, which contains the same Schol arshare program as
this bill.



